University of Mississippi

eGrove
American Institute of Accountants

Deloitte Collection

1941

Corporate accounting for ordinary stock dividends; Accounting
Research Bulletin, no. 11
American Institute of Certified Public Accountants. Committee on Accounting Procedure

Follow this and additional works at: https://egrove.olemiss.edu/dl_aia
Part of the Accounting Commons, and the Taxation Commons

Recommended Citation
American Institute of Certified Public Accountants. Committee on Accounting Procedure, "Corporate
accounting for ordinary stock dividends; Accounting Research Bulletin, no. 11" (1941). American Institute
of Accountants. 297.
https://egrove.olemiss.edu/dl_aia/297

This Article is brought to you for free and open access by the Deloitte Collection at eGrove. It has been accepted for
inclusion in American Institute of Accountants by an authorized administrator of eGrove. For more information,
please contact egrove@olemiss.edu.

Accounting Research
BULLETINS

September 1941

No. 11

Corporate Accounting for Ordinary
Stock Dividends

Issued by the
Committee on Accounting Procedure,
American Institute of Accountants,
13 East 41st Street, New York, N. Y.
Copyright 1941 by American Institute of Accountants

HE TERM "stock dividend" refers to the issuance, by a corporation,
of additional shares of any class of its own capital stock to the presently existing stockholders of the same or a different class of shares
without consideration moving from such stockholders to the corporation. Such a stock issue involves an increase in the legal capital of the
corporation; a "split up" or division of issued shares into a greater
number of shares of the same class without change in the aggregate
amount of legal capital is therefore not regarded as a stock dividend.
In addition, the term does not cover the distribution of shares in another corporation theretofore held as an investment, or the issuance
to shareholders of rights to subscribe to additional shares.
The stock dividends with which this bulletin is concerned are those
stock dividends, whether periodic or otherwise, which represent a
capitalization of earned surplus and are issued in shares of common
stock to the holders of like shares; such dividends may be designated
as "ordinary" stock dividends. It is recognized that in some states
there is statutory authorization for stock dividends, so-called, (a) without any addition to legal capital, or (b) by making a transfer of paid-in
or other capital surplus, or of appreciation surplus, to legal or stated
capital. Since these procedures have nothing to do with earnings or
earned surplus and can only be justified as recapitalizations or adjustments of capital structure, they should be so designated and dealt with
accordingly, with appropriate notice to the stockholders. In addition,
the term "stock dividend" is commonly used to describe the issuance
of preferred shares to the holders of common shares, common shares
to the holders of preferred shares, and preferred shares to the holders
of preferred shares. These situations are unusual, and they are not
dealt with in this bulletin.
As used herein, the term "capitalization of earned surplus" refers to
a transfer from earned surplus to capital account, whether the latter
be designated as capital stock or capital surplus.
The discussion of corporate accounting for such stock dividends

T

99

Accounting Research Bulletins
herein is divided into two parts. The first deals with the problems of
the issuing corporation. The second deals with the problems of the
receiving corporation, but the accounting principles set forth herein
would ordinarily also be applicable to the individual or other noncorporate stockholder.
I . STATEMENT OF ACCOUNTING PRINCIPLES AS TO THE ISSUING
CORPORATION

(1) Since an ordinary stock dividend implies a transfer, by the issuing corporation, of a portion of its earned surplus to the category
of permanent capitalization represented by the capital-stock and
capital-surplus accounts, the board of directors should:
(a) In declaring such a dividend first determine the aggregate
amount to be transferred from earned surplus; such amount
is within their discretion;
(b) In determining the number of shares to be issued in connection with the aforesaid transfer, observe the legal requirements as to the per-share amount to be capitalized,
and the rules of accounting and corporate policy hereinafter set forth.
(2) The amount authorized by the directors to be so capitalized
must be charged to earned-surplus account and credited to capitalstock account, or if appropriate, credited in part to capital-stock
account and in part to capital-surplus account.
DISCUSSION

In the accounts of the issuing corporation the stock dividend involves two basic and interrelated problems, as follows:
(a) The aggregate amount of earned surplus to be capitalized by the
stock dividend, and
(b) The number of shares to be issued as the stock dividend.
In declaring a stock dividend it is the responsibility of the directors
to determine both of these questions. In arriving at a decision on these
matters, there are certain legal requirements which must be met by
the directors, and in addition there are further requirements which
should be met as a matter of proper accounting and corporate policy.
The aggregate amount of earned surplus to be capitalized is within
the discretion of the board of directors. The legal requirements relate
to the amount of such surplus per share which the directors must
authorize to be transferred to capital-stock account. The corporate
laws of the state of incorporation or the charter and by-laws of the
corporation prescribe the amount which must be received per share
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Corporate Accounting for Ordinary Stock Dividends
upon the issuance of shares of stock to make them "fully paid"; ordinarily the same amount of earned surplus must be capitalized per
share in the case of a stock dividend to make the dividend shares
"fully paid." Further, the statutes of some states contain specific
provisions as to the amount per share to be capitalized in the case of a
stock dividend. 1 When the stock dividend is issued in par or statedvalue shares, the amount per share that must be capitalized is ordinarily the par or stated value of the dividend shares. In the case of nopar shares, the amount per share is sometimes specified in the charter
and sometimes left entirely to the discretion of the directors. It is also
necessary to meet the requirements, if any, prescribed by any regulatory commission or other body to whose jurisdiction the corporation
may be subject.
The legal requirements are in effect minimum requirements and
do not prevent the capitalization of a larger amount of earnings per
share. Because of the implications of the stock dividend, it is the opinion of this committee that there are further requirements inherent in
proper accounting and corporate policy, as set forth hereafter, which
should be observed by the directors when deciding upon the amount
of earned surplus to be capitalized and the number of shares to be
issued.
Amount of Earned Surplus To Be Capitalized

While the aggregate amount of earned surplus to be capitalized by
the stock dividend, as distinguished from the number of shares to be
issued, is within the discretion of the board of directors, proper corporate policy requires that in the case of regularly recurring stock
dividends, the amount of earned surplus capitalized should not exceed
the amount of current income, since such dividends are likely to be
interpreted by the stockholders as notice that the corporation has
current income which it is not desirable or practical to distribute in
cash dividends. As used herein, the term "current income" refers to
the income of the fiscal period in which the stock dividend is issued, or
to the income of a comparatively small number of fiscal periods immediately preceding the date of the stock dividend. The charge to
earned surplus with respect to such stock dividends should not be in
1

Pennsylvania Business Corporation Law, sec. 703, Illinois Business Corporation
Law, sec. 41, Indiana General Corporation Act, sec. 12, Michigan General Corporation Act, sec. 22, California General Corporation Law, sec. 346-a. In at least one state
(Ohio, General Corporation Law, sec. 8623-38) the law permits the issuance of stock
dividends without capitalizing any earnings unless there are provisions in the charter
to the contrary.
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excess of the current income as thus defined after deducting any prior
cash dividends and capitalizations by stock dividends within the indicated period.
A corporation which has increased, over a period of time, its working capital or its fixed assets by investing its accumulated income over
such period may be desirous of reflecting the resulting condition in
its legal capital by the issuance of a single stock dividend and the
capitalization of a relatively large amount of earned surplus, accumulated over such period of time. If this be done the number of shares
representing such transfer should be computed on the basis set forth
in the next section of this bulletin, and at the time of issuance of the
dividend shares the stockholders should be fully advised as to the
facts so that the receipt of the stock dividend may not result in a misunderstanding, on the part of the recipient, as to the relationship
between the stock dividend and the current income of the corporation.
Number of Dividend Shares To Be Issued

Proper accounting and corporate policy also require that the
amount of income capitalized per share bear an appropriate relationship to the existing capitalization per share. Accountants now generally regard the capital-stock and the capital-surplus accounts as being
in essentially the same category, i.e., capital, despite the fact that they
are reported separately for legal and accounting purposes. The amount
per share in the capital-stock and capital-surplus accounts combined,
before the issuance of the stock dividend, should be maintained upon
its issuance by capitalization of at least a like amount of earned surplus
for each dividend share. The number of dividend shares should therefore not exceed the number determined by dividing the amount of
earned surplus authorized to be capitalized by the total amount per
share in the capital and capital-surplus accounts before the declaration of the stock dividend. The foregoing computation may be adjusted by the elimination from such capital surplus of any portion
thereof not forming part of the book value of the common stock.
In addition to meeting the foregoing requirement the directors, in
their study as to the number of shares to be distributed as a stock
dividend, should take into consideration a fair market value per share
for the increased number of shares to be outstanding after the stock
dividend, and where such fair market value per share is substantially
in excess of the amount per share of the combined capital-stock and
capital-surplus accounts before the stock dividend, they should fix the
number of dividend shares so that the amount charged to earned surplus per share will have a reasonable relationship to such fair market
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value. Unless such relationship is maintained, the stockholder may
believe that the market value of the dividend shares he receives represents his pro-rata share of the capitalized current income of the
corporation, whereas the market value per share may be materially
in excess of such capitalized income per share.
When the amount of earned surplus capitalized per share of dividend stock exceeds its par or stated value, the excess should be credited to capital surplus. There may also be cases involving no-parvalue shares in which a portion of the credit should be made to capital
surplus.
In the case of any stock dividend, the issuing corporation should inform its stockholders, by notice at the time of issuance, as to the
amount capitalized per share and the aggregate amount thereof, as
well as to the account or accounts to which such aggregate has been
charged and credited, whether or not such notification is required
by statute or regulation. In addition, the corporation should inform
the stockholder as to the percentage by which the interest which he
had in the corporation before the issuance of the stock dividend will be
reduced if he should decide to dispose of his dividend shares.
I I . STATEMENT OF ACCOUNTING PRINCIPLES AS TO THE CORPORATE
RECIPIENT

(1) An ordinary stock dividend is not income from the corporation
to the recipient in any amount.
(2) Upon receipt of such a dividend, the cost of the shares previously held should be allocated equitably to such shares and to the
shares received as a stock dividend,
DISCUSSION

One of the basic problems of accounting is that of income determination. A complete discussion of this problem is obviously beyond the
scope of this bulletin. Basically, income is a realized gain, and in accounting it is recognized, recorded, and stated in accordance with
certain principles as to time and amount.
In applying the principles of income determination to the stockholder of a corporation, it is generally agreed that the problem of determining his income is distinct from the problem of income determination by the corporation itself. The income of the corporation is
determined as that of a separate entity without regard to the equity
of the respective stockholders in such income. Under conventional
accounting procedure, the stockholder has no income solely as a result of the fact that the corporation has income; the increase in his
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equity through undistributed earnings is no more than potential income to him. It is true that income earned by the corporation may
result in an enhancement in the market value of the shares, but until
there is a distribution, division or severance of corporate assets in the form
of cash or its equivalent, the stockholder has no income. If there is
an increase in the market value of his holdings, such unrealized appreciation is not income. Moreover, there is nothing that the stockholder can realize upon without parting with a portion of the interest
in the corporation theretofore held by him. In the case of a stock
dividend, there is no distribution, division, or severence; in fact, as a
result of the stock dividend, that part of the earned surplus which
was capitalized in connection therewith has been transferred to capital account and there is a definite implication that it will not be distributed to the stockholder.
The foregoing are important points in any discussion of the accounting principles to be recognized by the recipient of stock dividends, since many arguments put forward by those who favor recognizing stock dividends as income are in substance arguments for the
recognition of corporate income as income to the stockholder as it
accrues to the corporation, and prior to such a distribution, division,
or severance; the acceptance of such arguments would require the
abandonment of the "separate entity" theory of corporation accounting. It is recognized that this rule, under which the stockholder has no
income until there is a distribution, division, or severance, may require modification in some cases, or that there may be exceptions to
it, as, for instance, in the case of a parent company with respect to its
subsidiaries, or in the case where the stockholder is given a bona fide
option to take cash or stock. A discussion of this problem is, however,
also deemed to be beyond the scope of this bulletin.
The question as to whether or not stock dividends are income has
been extensively debated; the arguments pro and con are well known.1
The situation cannot be better summarized, however, than in the
words approved by Mr. Justice Pitney in Eisner v. Macomber, 252
U. S. 189, wherein it was held that stock dividends are not income
under the Sixteenth Amendment, as follows:
"A stock dividend really takes nothing from the property of the corporation and adds nothing to the interests of the stockholders. Its
property is not diminished and their interests are not increased . . .
the proportional interest of each shareholder remains the same. The
1
See, for instance, Freeman, "Stock Dividends and the New York Stock Exchange,"
American Economic Review, December, 1931 (pro), and Whitaker, "Stock Dividends,
Investment Trusts, and the Exchange," American Economic Review, June, 1931 (con).
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only change is in the evidence which represents that interest, the new
shares and the original shares together representing the same proportional interests that the original shares represented before the issue of
the new ones."
As against these basic facts, the arguments in favor of treating stock
dividends as income are not convincing and, in the last analysis, as
previously stated, are largely arguments in favor of recognizing
corporate income, as it accrues to the corporation and before any distribution, division, or severance, as being income to the stockholder.
Perhaps the atmosphere would be clarified if some term other than
"dividend" were used in connection with the issuance of additional
shares to represent the capitalization of earned surplus.
Since the ordinary stock dividend is not income to the recipient, it
follows that a stockholder's interest in the corporation remains unchanged except as to the number of share units constituting such
interest. The recipient should therefore regard the dividend as merely
adding to the number of share units held. The cost of the shares previously held should be allocated equitably to such shares and to the
shares received as a stock dividend. In the ordinary case, the allocation is made and the adjusted cost per share is determined by dividing
the original cost by the aggregate holding including the dividend
shares. When original shares or dividend shares are disposed of, a
gain or loss is determined on the basis of the adjusted cost per share.
The statement entitled "Corporate Accounting for
Ordinary Stock Dividends'' was adopted by the assenting votes of fifteen members of the committee. Four
members, Messrs. Buchan, Fernald, Seidman, and
Torbet dissented. Two members did not vote.
Messrs. Buchan and Fernald dissent from the statement in so far
as it deals with the treatment of stock dividends by declaring corporations. The committee having taken the position (with which they
agree) that stock dividends are not income to the recipients in any
amount, it is in their judgment unnecessary and inexpedient for the
committee to express views in regard to the amount to be capitalized
by the declaring corporation in respect thereof, except that the
amount to be capitalized should be in accord with applicable law and
corporate action pursuant to law.
Mr. Seidman dissents from that part of the statement which declares that market values are a factor in determining the amount to
be charged against earned surplus by a corporation declaring a stock
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dividend. It is his view that since a stock dividend is nothing more than
the conversion of surplus to capital, the charge can only be based on
the book values from which the amount of surplus is necessarily derived, just as in the case of a distribution of assets in kind where the
market value is greater than the book value; also, that the injection
of market values imposes an unnecessary burden on and creates an
area of controversy as to the vast majority of corporations whose stock
has no established market.
Mr. Torbet dissents from the statement unless the portions thereof
dealing with (a) the number of shares to be issued and the amount to
be capitalized and (b) the information to be included in notices to
stockholders respecting the issuance of stock dividends are to be regarded as recommendations in relation to corporate accounting and
fiscal policy and not as statements of accounting principles.
NOTES
1. Accounting Research Bulletins represent the considered opinion
of at least two-thirds of the members of the committee on accounting
procedure, reached on a formal vote after examination of the subject
matter by the committee and the research department. Except in cases
in which formal adoption by the Institute membership has been asked
and secured, the authority of the bulletins rests upon the general acceptability of opinions so reached.(SeeReport of Committee on Accounting
Procedure to Council, dated September 18, 1939.)
2. Recommendations of the committee are not intended to be retroactive, nor applicable to immaterial items. (See Bulletin No. 7, page 3.)
3. It is recognized also that any general rules may be subject to
exception; it is felt, however, that the burden of justifying departure
from accepted procedures must be assumed by those who adopt other
treatment. (See Bulletin No. 1, page 3.)
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